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Abstract 
This short paper looks at general questions about the role of finance in economic 
development and about the role of the state in financial development from the perspective of the 
New Development Finance. It addresses the contributions of new theoretical developments and of 
best practice in microfinance to the expansion of the frontier in the provision of financial services 
to poor people. A research agenda for the future is proposed. 
THE NEW DEVELOPMENT FINANCE 
by 
Claudio Gonzalez-Vega 1 
The Rural Finance Program at The Ohio State University is very pleased to co-sponsor this 
First Annual Seminar on the New Development Finance. 
Why a seminar on Development Finance at this time? Among the most intense, long-
standing, and unresolved debates in Economics are debates concerning: 
(a) the role of finance in economic development, and 
(b) the role of the state in financial development (Stiglitz, 1993). 
After being somewhat dormant, in recent years these debates have been renewed with 
particular intensity. This renewed interest has reflected, on the one hand, important theoretical 
developments and, on the other hand, new calls for the deployment of finance to address politically-
important problems and politically-correct issues (Gonzalez-Vega, 1994). 
I will not spend much time reviewing the recent theoretical literature on the role of finance 
in economic growth and development (see King and Levin, 1993a and 1993b; Pagano, 1993; Gertler 
and Rose, 1994; Gonzalez-Vega, 1996; and Winkler, 1997). 
In the mid-1970s, Edward S. Shaw (1973) and Ronald I. McKinnon (1973) at Stanford 
University had challenged earlier models of growth that either ignored finance or had incorporated 
finance in ways that made it impossible to recognize and correctly appreciate the contributions of 
finance to economic development. Because policies based on those earlier (mostly Keynesian) 
models had led to financial repression, the potential contributions of financial development to 
economic growth had not materialized. 
In contrast with earlier economic theory, both Shaw and McKinnon incorporated money and 
finance into models of growth relevant for the developing countries and strongly influenced the 
financial policy reforms of the following two decades (McKinnon, 1988). After their graduate 
1 Opening remarks at the First Annual Seminar on the New Development Finance, held in 
Frankfurt on September 22 - October 2, 1997, sponsored by the Goethe University of Frankfurt, the 
Rural Finance Program at The Ohio State University, Internationale Projekt Consult, Bannock 
Consulting, and Development Alternatives, Inc. Gonzalez-Vega is Professor of Agricultural 
Economics and of Economics and Director of the Rural Finance Program at The Ohio State 
University. The style of the oral presentation is preserved. 
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students and a few others exhausted the theoretical implications of the insights of the pioneers, 
however, little else happened for quite a while in the theoretical literature on growth and finance 
(Gonzalez-Vega, 1976; Galbis, 1977; Mathieson, 1980; Fry 1982; Kapur, 1983; Van Winjbergen, 
1983). 
This situation has changed rapidly in recent years, with the proliferation of the new models 
of endogenous growth, as the new Macroeconomics literature once again has focused its attention 
on the performance of economies in the long-run (Romer, 1986; Lucas, 1988). In these new models, 
financial development has emerged as one of the key determinants of long-term economic growth 
(Greenwood and Jovanovic, 1990; Bencivenga and Smith, 1991; Levine, 1991; and Saint-Paul, 1992, 
among others). 
Moreover, despite considerable debate about data, methodologies, and the actual direction 
of causality, the empirical evidence, recently systematized, strongly supports the view that financial 
development is an important determinant of economic growth. Among many others, Gelb (1989), 
King and Levine (1993a), and Levine and Zervos (1996) have shown that indicators of financial 
deepening have a strong, positive correlation with rates of economic growth, the accumulation of 
(physical) capital, and the efficiency of capital. 
At the Microeconomics level, an equivalent question about which less consensus exists but 
that has experienced a similarly intense analysis, is the extent to which access to financial services 
influences the incomes and, more generally, the economic welfare of specific economic agents and, 
in particular, the poor (Besley, 1995). The question of the impact of finance on incomes, poverty 
levels, and the quality of life of different sectors of the population will be addressed later on during 
this Seminar (see Hulme and Hosley, 1996). Tomorrow I will discuss, from the perspective of what 
the donors can and cannot do, should and should not do, ways in which finance contributes to 
making the life of the poor somewhat better. 
Moving on to the second debate, the views about the role of the state in financial 
development and, in consequence, the views about the role of donors, since these are simply an 
extension of the public sector, are more divergent and are more passionately held than the views on 
the role of finance in economic development. The views and perspectives about the role of the state 
matter a lot, moreover, because they influence actual policies and programs and, in the end, social 
welfare. 
That these views diverge so much in the area of finance reflects both strong value judgements 
and the complexity of finance itself. Financial development is indeed a particularly complex and 
difficult process: 
(1) Financial contracts cannot be easily summarized in terms of a price and the quantity of some 
homogeneous commodity; rather, financial transactions are characterized by a multitude of 
complex and heterogeneous contract terms and conditions. This complexity emerges from 
the inter-temporal, contingent, and non-homogeneous features of financial contracts. 
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(2) Moreover, due to a number of obstacles and breakdowns, the emergence of financial markets 
usually encounters formidable difficulties, and interest-rate adjustments do not necessarily 
equilibrate supply and demand. These breakdowns include instances of market failure 
(market power, externalities and public goods, adverse selection and moral hazard), policy 
and government failure (rent-seeking, agency costs), incomplete organizational 
infrastructures (property rights, contract enforcement), free-riding and failure of collective 
action, as well as the unsustainable property rights and governance structures of development 
finance organizations introduced exogenously (Besley, 1994; Gonzalez-Vega, 1997a). 
Additional obstacles to financial transactions reflect wealth constraints and covariance risk 
(Rosenzweig and Wolpin, 1993; Binswanger and Deininger, 1995). 
As a result of these complexities, obstacles, and breakdowns, the promotion of financial 
deepening (when and how?) is a difficult task for policymakers everywhere. It is not surprising, 
therefore, that in practice government intervention in financial markets has produced at best mixed 
outcomes and most of the time disappointing results. 
Moreover, financial deepening does not take place at a uniform pace. Market and non-market 
financial institutions and different types of financial services, assets, and liabilities emerge only 
gradually during processes of economic growth and development (Gurley and Shaw, 1967; 
Goldsmith, 1969). At different stages in the process of economic development, different constraints 
on the demand and the supply of financial services limit the range of products that are available and 
delay the advent of new organizational forms. Moneylenders and ROSCAs emerge centuries before 
stock exchanges and derivatives. Thus, some types of services, instruments, and organizations 
appear early, while others lag behind. 
Separating what exists and what does not exist and what is feasible and what is not feasible 
at a given stage of development is the frontier (Von Pischke, 1991 ). Economic opportunities for the 
emergence and introduction of new types of financial organizations and products appear when 
incomes increase, market size grows, and opportunities for taking advantage of economies of scale 
and economies of scope appear. 
When improvements in information flows and in mechanisms for contract enforcement take 
place, when the evolution of financial technologies reduces transaction costs for all market 
participants and/or when better mechanisms for the management of risk attract new actors to 
financial markets, the frontier expands. In general, high costs and high risks for market participants 
typically explain the difficulties of introducing new types of financial services. When these obstacles 
are overcome, transaction costs decline, and new types of financial services can be provided on a 
profitable and sustainable basis. 
The frontier expands, but the frontier never expands at a uniform pace. It is softer and easier 
to push at some locations; it is stubbornly resistant to expansion at other locations. We know about 
some of these difficult locations: long-term contracts, risk capital to start up new firms, financial 
services for the poor. They are like stations in the via cruxis towards financial heaven. 
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Development finance is about pushing the frontier outwards at difficult locations. 
The political authorities become especially interested in development finance when 
opportunities to expand the frontier for politically-important constituencies appear. In recent years, 
much hope has been spurred that poverty could be alleviated in developing countries by expanding 
the microfinance region of the frontier (Gonzalez-Vega, 1997b). 
Thus, development finance has become important again, in search of answers to the 
politically-charged call that finance be deployed to combat poverty (Microcredit Summit, 1997). 
These calls have been accompanied by demands that governments and donors design and implement 
new policies and programs to promote the expansion in the provision of financial services to the 
poor. This Seminar attempts to evaluate appropriate and successful and inappropriate and 
unsuccessful ways to answer this call. 
For the Rural Finance Program at The Ohio State University, the nature of this challenge is 
not new. In the 1950s and 1960s, similar political urgency accompanied calls to use development 
finance to expand the frontier in the neighboring region of small farmer credit. The failure of the 
inappropriate responses to that earlier call, well-documented by Ohio State researchers, not only 
increases the political urgency that development finance do a better job this time around, but it also 
forces us, researchers, donors, and practitioners, to approach the new challenge in a cautious and 
humble way (Adams and Von Pischke, 1992). 
Three sets of circumstances are new since the time of the small farmer credit programs of 
earlier decades. These circumstances offer promising opportunities to avoid the mistakes of the past. 
First, the causes and widespread costs of earlier policy failures are well understood and documented 
(Adams, Von Pischke, and Graham, 1984; Von Pischke, 1997). There is close to a professional 
consensus that those mistakes should not be repeated. These well-known lessons were the main 
contribution of the Rural Finance Program at Ohio State in the 1970s and 1980s. 
Second, elegant recent economic theory has identified and explained the problems of 
information, incentives, and contract enforcement that make the emergence of financial transactions 
and financial markets so difficult and costly (Hoff and Stiglitz, 1993). This new economic theory 
has allowed a better understanding of the nature of the obstacles and breakdowns that must be 
overcome for the frontier to expand. We now have a better diagnosis of the financial markets 
problem. 
Third, in a few places, effective combinations of financial policies, lending technologies, and 
organizational designs have allowed substantial gains in the outreach and sustainability of 
microfinance (Rhyne and Otero, 1994; Christen et al., 1995; Chaves and Gonzalez-Vega, 1996; 
Gonzalez-Vega et al., 1997). The frontier is expanding in places where a few decades ago it was 
widely believed to be impossible (Morduch, 1997). 
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There is an important distinction, however, between the second and the third of the new 
developments. The theoretical literature has been primarily concerned with instances of market 
failure that result from imperfect and asymmetric information and to some extent with problems 
resulting from limited mechanisms for contract enforcement. Taking these problems as given, the 
theoretical literature usually examines alternative forms of (optimum) intervention and their impact 
on Pareto efficiency (Rashid and Townsend, 1992). 
At Ohio State we tend to believe, however, that what may appear to be a theoretically 
beneficial government intervention can easily go wrong in practice. Moreover, the covariance, 
asymmetric information, moral hazard and incentive problems that lead to market failure in the first 
place cannot be overcome directly with a public-policy intervention, however well-intentioned and 
well-designed. Governments face the same covariance, information, and incentive problems as 
private lenders, in addition to facing other (agency and political economy) difficulties of their own. 
In contrast, best practice in microfinance does not take these information and contract 
enforcement constraints as given (Gonzalez-Vega, 1997a). Instead, best practice in microfinance 
emphasizes and actually undertakes financial innovation to address these constraints and overcome 
them. 
I believe that the most important research agenda for the New Development Finance is to 
understand better: 
(a) the circumstances under which innovations in financial technologies occur (including the 
externalities in knowledge generation and other problems that delay their emergence), 
(b) key components of these financial innovations that can be replicated in attempts to overcome 
information and contract enforcement obstacles in different environments, and 
( c) types of organizations (property rights and governance structures) that are more likely to 
adopt the financial innovations in a sustainable fashion. 
This Seminar on the New Development Finance brings together academics with the 
innovators and the practitioners of the new microfinance technologies. There is a lot that the 
academics can learn from the practitioners. Moreover, hopefully the policymakers at the Seminar 
will recognize that, although academics and practitioners talk in different jargons, academics and 
practitioners are increasingly speaking the same language: sustainability and institution building 
matter! (Schmidt and Zeitinger, 1994). 
Once again, researchers at the University of Frankfurt and at The Ohio State University 
converge conceptually. We are particularly grateful that the University of Frankfurt accepted the 
asymmetrical task of taking care of all of the logistical arrangements for the Seminar. We look 
forward to an exciting two weeks, and to many repetitions of the Seminar in the future. 
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